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exogenous cost change in higher price&. For the adoption of FAS 106. we have shown

that. in theory, the hist"rieal liability for post-retirement benefits would logically already

have been captured in the outpUt prices of firms in unregulated market.... To a first

approximation, since most of American GNP lsproduced by firms whose prices reflect

economic costs, the accounting change required by PAS 106 will result in no

contemporaneous change in the GNP-PI.

Historical experience also suggest5 that accounting changes; have negligible

effects on prices in unregulated markets and in the U.S. economy as a whole.21 In

1987, the FASB changed the method of accrual accounting for pension benefits, a

cbange which is similar in principle to the change contemplated fn FAS 106, thougb

smaller in magnitude. A search of the empirical literature reveals two studies of the

effects of these accounting changes which both MOW no relationship between accounting

changes and stock prices.29 Assuming that (i) changes in stock prices reflect changes

in anticipated profits and (Ii) changes in accounting C05ts do not change economic

"Moderll fiDUlce theory IS weD as prletidq fiuadaJ 'JWyau recopizc that aecouating changel
do Dot change the underlying cconOl1lic reality. Par example, bl disC1lSliog the nmulClli01l' of PAS lOG,
Solomon Samson 01 Standard It Poor obaervcd. "ne relUdes do DOt c:haD&e limply bCQUl6c IoOmconc puts
down • differ=. Dumber. fan d our trade Is adjustIDg published numbers to rd1ec:t economic realities,­
(DNA PeDliom ud BCllcfiu Dally, September 27, 1993.)

29Nl!RA undertook A DIALOG Databuc tyltelll .carc:h of the rcleYur literature, iacJudlng the
EconomIc Uteraturc Index (1969.pre.seat), the Academic ladcx (19760preseat), the Cosafezoc.a= Papers Indc:x
(19'73-proseat), M.1II8C111cal CoateGu (l9740prcaCDt), ud Diacrtatioa AbIt1'.c:tI (1961.prCSCDI). 11tcae
databases were scardlcd UIiag as keywords: "FASB," "P'uaPe:ia1 ACCOUDl1.Dg Slanar. aoarcS," IIStatcmcnl
87,· -87,· -peas!onl," aDd "economic". F1CteeD plblicaUoal were ideatlOed ad two Vla'C relevant: (i)
Sheree S. Ma, "AD Empirical Examiaalioll of the Stock Muket'. ReaQioa &0 alIe PeDSlooA~
DeIa"beratioas of the F'usuciaJ AccoUllti.ag Standards Board. It Doctoral Dissertat.ioD, UDivcrsity of Alabama,
J989, and (ii) Samuel S. Tu.II& "Stock Market Reactions to MJDdatary Chaq" in AccowaUng for
PellSiona," Doctoral Dissertation, UnivcnilY of WlscoDIm. 1987. Both works showed that no change- ill
Jlock pric:c.l could be auributcd to the 1987 pension aGCOlUlt1", c:ha.Dgca.
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costs, the faet that accounting changes do not affect stock. prices implies that

accounting changes do not affect output prices.JO

To refine this approximation somewhat, we observe that prices of some goods

and semce!\ Ell mange when FAS 106 is implemented in 1993: notably (i) regulated

public utility services and (ii) certain government purchases of services under contracts

which historically covered only pay-as-you-go costs and prospectively allow FAS 106

accruals. In 1987. reBUle.ted public utilities produced approximateI)' 6.13 percent of

U.S. GNP. Total govemment contract purchases (not just cost-plus contract purchases)

were 4.36 percent of GNP in 1987.11 In totaI. what might be called the ·colt-plus·

sector of the economy produced less than 10.49 percent or GNP in 1987. We use

1987 for comparison because the 1987 government contract data is the latest available.

Note that these proportions do not change much over time; Table 1 shows these

proportions for 1980 and 1981.n If all firms experienced the same expense change

from FAS 106 in 1993 as Pacific Bell and if prices in the unregulated economy already

reflect OPEB costs measured on an economic basis, then the overall price level in the

U.S. would Increase by less than 0.20 percent in 1993 when accrual accounting is

JO.rbia foUows (fOlD tho obten'atloaa lJw (1) profitl rqwcJeal the clif[crca.ce betweec output prices
and costs and (li) ac:c:cunting chaages affect aeither profiu Dot com.

31A GSA report tracks tbe UDual value or Pederal GOVCQIJDCftt eoatrae:ts qed ill each year: ~
Gcnt7al SCMees AdmiDlstratloD, Federal bQgJremcnt Data Smem Standard Re:port. Por 1987, the amount
oC Federal c:cmtraClS iIsued WIl $197,3 bUlioll which repRseDu an update (obtained by telephone from the
Federal Procurement Data Ccnter) of the published fJiUtc.

J2Rc:suJltecl public: uc.iliti~ iocJudc railroad tramportatioa., local ad iAtervrban ragcqer
transponadollt pipc1iaci other thaa pi. te1ecommWllcations, and electric. pi, and 11mtar)' semce&. See
U.S. Bureau of the Casus, Statistical AJmr.d of tbe Upjled States' 1290. (22Otll ed.itiCdl). Washington.
D.C.. 1990. pp. 425·426. We include data for 1980 to &how that the indllstry components of GNP are
reasonabl)' slablc over time.
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Table 1.
Relative Size or the Cost·PIUi Sector

GNI by JIHIUltr)' GNP by ladultr)'
canall S bll1loll c:arraat S blU••

1J1O 1987

GNP $2:732.0 (perc:CIlt) $4,526.7 (percelt)

Railroad S20.8 S19.6

PlIItIIgcr transit $5•• $8.1

Non-sa plpelincs $4.7 S5.3

TclccommualcatJoos SGO,Z $108.3

Electric, JU. 'CWCf S6&.4 S13M

TOTAL SlS9.5 5.84% sm.7 6.13%
unurms
GOVERNMENT $197.3 436%
CONTRACI'S

TOTAL COST-PWS SECTOR $475.0 10.49%

implemented.» Under these assumptions. less than 10.49 percent of Padfic BeU's

exogenous cost change would be accounted for in the GNP-PI. and the required Z

Cactor would exceed 89.51 percent of the exogenous cost change." This estimate is

unrealistic because aU U.s, firms have not used OPEBs to the extent that Pacific Bell

has,

An additional refinement to this upper bound would recognize that the effect

of FAS 106 on Pacific Bell is far greater than on the typical finn in the U.S.

JJpacific BeD c:xpeucs wi1J Increase 1.92 percellL If all c:osa-pJua fil1Pl haw tbe woe proportional
OPES Jiability as Padlie BcD, the lveragc nabUity wiU be • wcigblcd .vetage or 1.92 perceDt ill the cost·
plul SCClOf and 0 clsewhere. TbUl (1.9% • 0.1049) + (0.0 • 0.8951) • Q.2O. lleca1J tbat this estimate
La aD upper bouad because (J)~ JOYCmDICllt coutraet pUlchues arc induded ill the cost-plus acaor. Dot
jUSl govefnmcDt purchases uDder cost-pi"" coauaeu. and (U) the impa.ct of PAS 106 on P.dfic Ben is
greater tha.n on an average firm.

lot .
10.49 pCrceDt equals 0.20/2.92; and 89.51 perCC2rt equal. 1.72/1.92



CAMBRIDGE MA NERA TEL:16176210336

~ 31 -

Hpr 15 92 19:1~ No.Ol? P.34

economy. In order to understand wbat the important differences are, we engaged

William M. Mercer, a leading employee benefits consulting firm, to develop and

analyze basic facts about post-retirement benefits other than pensions. The most

important differences between Pacific BeU and a typical firm appear to be the

following:

1. Coyetl&e: Pacific Bell provides post-retirement benefits to
its entire pension-qualified labor force. In contrast. only
about 40 percent of private sector workers are employed
by firms that offer post.retirement health benefits.ss

2. Historical liabiJiW Pacific Bell estimates that its
accumulated bistorical postretirement benefit obligation will
be about SO.s billion in 1993 in the interstate jurisdiction.
This amount is about 33 percent of Pacific', annual
interstate revenues, about 21 percent of Pacific', interstate
Dct rate base, and about 37 percent of the equity
component of the net rate base. In contrast, the
accumulated historical liability for the U.s. economy is
estimated at about 5300 bnHon.16 This amount represents
about five percent of U.S. GNP and on the order of 7 to
10 percent of corporate equity."

U.S. OPEB expenses are estimated to be about $13 billlon in 1993 on a cash

accounting basis compared with about 582 billion on an accroal basis in 1993.J' The

3'Unilcd Slat" General Ac:co1llltlq Office, ·Exltnl of Compames' Retiree Health Ccwcragc:,·
Prepared lor CongrCJ\S, March 1990 (GAO.l990).

36Statc:meDt of GrCjory J. MtDODII1d, UDited Stales GeQcral Accounting OffiC;C, Bc:Corc the
Subcommitt~ of He:atlh, WI)" and MelDS Committee of the HOUle ot Reprcseatativcs, May 6, 1991.

17U.s. General AccoWlting Office, ·Companies' Retiree Health liabilities Large, AdvaDce FuDdiDB
Costly," Report to Coagras. June J989 (GAO·t989). Mark Wmhawsky, -The UDcertaln Promise of
Retiree Health Bcnefit.s: An Evaluatioa of Corporate ObliptiOJL5,· Retiree Heahh Benefits Seminar,
AmeriWl Ezlterprisc Institute, Washiogtoll, D.C.. April 9, 1991.

"Mercer first evaluated a Dumber or =tiDB Itudica of corporate obJisatiODS (or OlEBs Iud
<:Ollcludcd that Lhc GAO.1991 study was the mext reliable in tcnns of credibility -ad methodoSocr. This
study produced In C&timate or $42 billioo for accrual IccoUllting expenses under PAS 106 procedUfC$ itt
1991. Mercer thcu modiraed a Dumber of aaumptioaa to COSlIorm more doacly with FAS lOG requirement.
IU2d carried the calculation, forward to 1993, in the proccu producing the higher fiprc.
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change is thus $69 billion out of an estimsted GNP of S6,260 billion, or 1.10

percentS9 Since the incidence of OPEBs appear to be uniformly distributed across

industries. it is reasonable to assume that firms in the cost-plus sector increase prices

b}r 1.10 percent in response to FAS 106.40 Firms in the rest of the economy have

already reflected accrual accounting in their prlce~ so the net effect of FAS 106 on

the GNP-PI would be less than 0.12 percent (twelve-hundredths of one percent) instead

of the 0.20 percent- bound calculated above.·' ThUs. if cost-plus firms experience the

U.s. average OPES expense increase (1.10 percent) instead of the Pacific Bell increase

(1.92 percent), GNP-PI would increase by less than 0.12. percent and the required Z

factor would exceed 1.80 percent. Thus, less than 6.26 percent of the exogenous cost

change is reflected in the GNP-PI, leaving more than 93.74 percent to be recovered

through the Z factor.~

This estimate of the effect of FAS 106 on the GNP-PI is an upper bound

for several reasons. First. we have overstated the size of the cost-plus sector of the

economy by assuming that all public utility prices arc set using accounting costs and

treating all government contracts as cost-plus contracts with accounting change

escalators. Second, this calculation ignores second-order effects that would lower the

impact on national output prices. As prices rise in the cost-plus sector, for example.

''The 1.993 GNP forecast was downloaded Clom Data RCIOUfta. lAc..

40A GAO survey in 1990 conapared health covu'iC of rclirCC6 by t)'pc or iDdllSlJ)' and concluded
that there wu Wlittle variatiOll amon, companies wiLh rctitcc health beneJili wheD. comparing companica
by industry group, W GAO.l990 Report, pp. 6-7. TbIA the impact of PAS 106 OIl expensC5 {or fann' in
the co.H)(us lector Ihould be tollghly the lime II t= u.s. lvuage of 1.10 percent.

"&nus (1.10 • 0.1049) + (0.0 • 0.8951) .. 0.12 perc:ent.

'~ccause [1.92 • 0.12)/1.92 .. 93.74 p<:TCttlt and 0032/2.92 • 6!l6 percent.
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cons~mers substitute away from these goods and services which reduces the net effect

oC the price increase in the cost-plus sector on overall inflation. Finally, the

calculation ignores second-order macroeconomic responses to the chanle in output

prices through changes in government expenditure, interest rates and the money supply.

A summary of these calculations may be useful. Recall that we wish to

increase Pacific Bell's price cap by 1.92 percent which represents the change in

expenses due to the shift from cash to accrual accountini for OPEBs in 1993. Some

of this increase wnl be accounted for by the change in inflation; the rest must be

supplied through the Z-adjustment we are calculating. The increase in inflation due

to FAS J06 is measured in two steps: (i) we calculate the effect of FAS 106 on the

expenses of an average firm to be 1.10 percent, and (n) we calculate the fraction of

GNP produced by finns whose prices do not already reflect accrual accounting for

OPEBs to be less than 10.49 percent. Since the incidence of OPEBs across industries

is roughly constanlt we estimate that the prices at which less than 10.49 percent of

GNP Is sold will increase by 1.10 percenlt so that the increase in GNP-PI, averaged

over an firms i will be less than 0.12 percent Using this bound as an estimate, Pacific

BelPs 1.92 percent price increase would thus consist of a 0.12 percent increase in

GNP·PI and a 1.80 percent Z.adjustment The required Z-adjustment (net of the

change in ONP-PJ) is thus at least 93.74 percent of the $29 million change in

expenses, or at least $27 mi11ion.

These results are stable with respect to the various assumptions and forecasts

that we have made. In Table 2, we summarize our previous results and provide new

estimates assuming (0 a 100 percent increase in the effect of PAS 106 on an average
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BASE CASE NATIONAL COST·PLUS PB ICE\'INtJE
FAS EfTEC1' IS SECTOR IS FORECAST IS

10K 1~ 10ft
LARGEI! lARGER lARGER

PAC BEll.. FAS 1.92% 1.92% 1.92% 1.74%
EFFECT

GNP·PI EFFEcr 0.12% 0.23% 0.23% 0.12%

Z-ADJUSTMENr 1.80% 1.69% 1.69% 1.62%

% PAS IN GNP·PI 6.26% 12..01% 12.01% 6.89%

% FAS IN Z 93.74% 87.99% 81.99% 93.11tJ&

Z S26,808 $25,166 $25,166 526.629

u.s. firm, (ii) a 100 percent increase in the cost-plus proportion of the U.S. economy,

and (iii) a 10 percent increase in our forecast of Pacific Bell's 1993 rcycnues. Ocarly,

the results are insensitive to the assumptions.

ne/r:a
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In this Appendix, we provide the details of the dcrivation of ttle price cap

annual adjustment formula. The logic follows that of Dr. Schankcrman, whosc

presentation of thc price cap {onnula formed the ba.~ of the California price cap

plan:u

A. The Relationship Arnone TFP, InDut 'dee, BDd Qatput Pdce Growth

Considcr a multiproduct firm having N outputs (Q,-, i=l.....N) and M inputs

(Q/. j =: 1•..•.M). We wish to calculate X and Z so that in all periods. economic profits

are identjcwly zero. i.e., that the value of total inputs (including a normal return on

capital) equals the value of total output The identity can be written as

where PI and wJ denote output and input prices respectively. DIrferentiating this

identity with respect to time yields

.c3oyeslimony of MarJe Sehankennan 011 behalC or Ott California Incorporated, Docket J. 87.U-033,
Technical Appendix, pp. 1-3.



CAMBRIDGE MA NERA TEL: 16176210336 Apr 15 92 19:16 No.Ol7 P.39

Appendix Page 2

where a dot indicates a derivative with respect to time. Dividing both sides of the

equation by the value of output R • E pR,. or C '" E wp/ I we obtain
I )

/"'I- Q' w
'('" 1', ( ::!i.. ) + ~ Q,~ ( !!!) • L w) ( :::!L. ) + E Q/ ( ::i.e ),
Lt R ~ R - C

where R and C denote revenue and cost. ]( r, denotes the revenue share of output

1 and cJ denotes the cost share of input J, then

where d denotes a percentage growth rate: dpl • P, I P" The first term. in the above

equation Is the revenue weighted average of the rate:; of growth of output prices, and

the second is the cost-weighted average of the rates of growth of input prices. The

term in brackets is the difference between the rates of growth of weighted averages

of outputs and inputs and is thus the change in TFP. We can write the equation as

tip ~ dw - tn'FP.

Thus the growth in input prices less the growth in output prices is equal to the change

in TFP. This result requires only that excess profits are %ero in every period. It does

not require cost minimization.· profit maximization. marginal cost pricing, or constant

returns to scale.

B. The Price Cap Adjustment EQuation

We begin with equation (3) from the text:
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(6) tip • dpN _ [ dTFP - dTFP" ... dw - dwH ] + [ z· - Z·N ].

If we me~ure national output price inflation by the change in GNP·PI, we obtain

(7) tip .. GNP-PI - X .. Z'

where X. [ tlTFP - tl:I'FpN 1 ... ( dw - dwH ] _and Zl. z· - zeN. Since the

percentage change in the regulated firm', output price between years t-l and t is just

fp, - P,-l] I P,al t we can write equation (7) as

P, - PH c:: GNP-PI - X + Z'
P'-l

10

P, - P,-l E P,-l X [ GNp..Pl - X .. Z' ]

which simplifies to

(8) P, • P'-l X ( J ... GNP-PI - X .. Z' ].

Since revenue equals price times quantity, the revenue change associated with the price

change in equation (8) is obtained by multiplying both sides of the equation by the

fixed amount of quantity demanded:

ql-1 X P, ... qH X P,el X ( 1 + GNP-PI - X ... Z' ]

or

(9) R, • R,-1 X [ 1 ... GNP-PI - X] ... Z
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where Z repreSenll\ the total dollar value of the exogenous cost change rather than the

unit cost change.



Appendix E

Issue A: Response to Paragraph 17

1. The date the company implemented SFAS-106,

January 1, 1993

2. The cost basis of the pay-as-you-go amounts that supported the rates in
effect on the initial date that the carrier became subject to price cap
regulation,

$451,000

3. The effect of the price cap formula on that amount up to the conversion to
SFAS-106.

1991 GNP-PI =4.80%
1991 X =3.30%
1992 GNP-PI = 3.40%
1992 X =3.30%

Effect =

=
=

$451,000 * (1 + 0.048 - 0.033) * (1 + 0.034 - 0.033) ­
$451,000
$451,000 * 1,015 * 1.011 - $451,000
$7000

4. The carrier's actual cash expenditures related to SFAS-106 for each year
since the implementation of price caps, but prior to implementation of SFAS­
106 accounting methods.

None

5. The treatment of these costs in reports to the Securities and Exchange
Commission (SEC) and to shareholders, including specific citations to or
exempted materials from, such reports to indicate the amount of liability each
party has projected in OPEBs,

Attached to this Appendix are relevant excerpts from the 1992-93
Forms 10K and Annual Reports for Rochester Telephone Corporation
and the 1994 Form 10K and Annual Report for Frontier Corporation.
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'le1epbone 0'ElpaTXy resulted in the tollowi.D;: the e1;m; nation of the state tax
adjustment surcharge on A go-forward basis, flow th:roU;lh of state det'erred
taxes on a prospective l:lasi.s and amort:i2ation of the enJ:\eMed hal ance over
tbre8 years, ~tion of the reserve deficiency fl:an the purcbase of a.
switch aver three years, aM A JIII1tUa1 stay-out for thJ::ee years, i.e. canton may
D't tile tor a rate im:rease nor em tbe PAPOO issue anotber omer ot Sbow
cause Bqainst. omt:cn for three yeax:s. The Joint Petition was~ l:Jy the
PA1'CC ~fective Decenber 17, 1992.

011 H:m!Iaber ", 1992, h i "'1"CGl1t 'relepbone o=xnpany IDee! two requests ,
with the GeOJ:gia Public senice 0DDi man (Gl'SC). ''1'b8 first request is for an
iJ=:'ease in Kart!shi.p~ FUDd p&ywats f%:azl $.2 million to $..3 zrrillion
per yem::, etfective JatIUUY 1, 1993, Ai: vbich time the cu:c:eDt payments are CI:ue
to expire. '1'b8 second request is for A rate increase ot $.5 mi11ion per yem::,
'Wbich would be rednced l:Jy the amcunt ot Jlardship Assi.stance !'lmd payments
granted 1:Jy the GPSC, and would :be wit.b41:aWD tor six months if the full Eardship
~ request is gran1:ed. '1'he' cazpmy bas since fil,ed a letter with the
GPSC to QCI!Ih:fJ3e the -rxmp:my's Eardship AssistalIce FiliD:f with its Rate case
~1inq, resulti%q in the Rate case .fi1inq bei.nq the surviviJ¥; do=:ment.

'l'he Mississippi Public service ()'mDi &Sion (MSPSC) issued an order to
SbcW cause, requ:irinq Hid-scuth Telepb:me 0'1Dp'my to perfom an in-house
&!preciation study. As a. resuli:, an Janum:y 7, 1993, the HSPSC approved the
CC""'I{'any's proposed two-year ~tion (1.992 and 1993) on the $.5 million
unrec:::r::wered cost of its analog switch in order to mitigate the Or&!r to Showcause. .

In 1993 the~ will a6:lpt F!Mncia] 1toOoOUntinq stan4ards Board
statement: No. 106 (F.N3 106), l'DDploye.rs'~ for PostI:etirement Benefits
other Than Pensions.1I A significant majcrity of employees Who retire are
provided :benefits 1:Jy the ~. -It is estimated that the Acx:nmn]ated
postret.irement benefit obligation (APB» as of Jamw:y 1, 1993 is $126.9
million. If the o=mpany elects to adopt PAS 106 usin:J the deJ.ayed recognition
o~ the transition obligation metbod, the cx:mpany est.imates that its MIT1la]
expense will l:le app%CXimately $18.3 m1Hcm, versus $4.1 miUion usinq the
pay-~ method. If the c:anpmy adoptS the inmedi.ate recognition method,
the annna] expense will l:le app%CXimately $12.3 million" The a.c:c::ountiD; method
adopted will l:le influenced l:Jy the rate-malc:i.D:1 treatment as prescribed for the
caupany's regulated telephone operations by federal and state regulatory
8qenc:ies.

on Janu.aT:y 22, 1993, the Fe4eral C)"mmmications o=mrission (FCC)
rejected a petition tor reoavery of PAS 106 costs t.bJ:'oD;h the rate-maki.n;
pnx:ess, which impacts appraximately 20 percent of the incremental expeTMJe for
1993. The decision is beiD:1 ~]ed by the canp:my and others in the
~. A proceedinq is unc!et'Way at the msPSC which represents
appraximately$9.0 million Of the $18.3 million annual expense usi:cq the
delayed recognition of the transition obligation method. The outoc:me of this
PT:OceediD:r cannot be predicted at this tilDe. In addition, the~ believes
that the new rules will DOt negatively impact its net cash flOW' (or its fundi.Dg
strategy) relating to retiree benefits.,

The CCrnpany and the NYSPSC entered into a financi..D; a.greement, or
stipUlation, in 1986 to allOW' the o:rapany flexi:bility to pursue aoquisitions
and to fulfill financ:iD:1 requirements of existin; S1.1bsidiaries. . The
Stipulation was amended in 1988 and again in 1991 in conjunction with the
lll........~~ ""~ ...~ "".... 1"'10(' +ololp ('pn'b:U. te.leohone orooerties. Portions of the 1991 mnendment
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interstate access charges between the Rochester, New York
operating company and the combined subsidiary local
telephone companies. This action allowed the company to
establish two sets of rates: one based on the specific costs
incurred by the Rochester, New York operating company; and
one based on the combined cost of the subsidiary local
telephone companies, which primarily serve geographic areas
currently less subject to competition than the Rochester, New
York operating company. On a consolidated basis, the change
is initially revenue neutral.

Effective January I, 1993, the company adopted FAS
106, "Employers' Accounting for Postretirement Benefits
Other than Pensions," and petitioned the FCC to recover the
FAS 106 costs through the rate-making process. Although the
FCC originally rejected the company's petition, the FCC later
allowed the company to recover the portion of the FAS 106
cost associated with the Transition Benefit Obligation (the
unrecorded postretirement benefit liability) amortized over a
twenty year period, pending the FCC's investigation as to
whether this cost should be recoverable by price cap regulated
companies. Rates reflecting this expense went into effect on
July 2, 1993. The FCC's investigation remains pending.

On March 12, 1993, the company signed a definitive
agreement to form a joint venture with New York Cellular
Geographic Service Area, Inc., a subsidiary of NYNEX
Corporation, to create an upstate New York cellular
supersystem that will include the Buffalo, Rochester,
Syracuse, Utica-Rome and NY Rural Service Area #1
lJlarkets. The parties have sought a waiver of the interLATA
prohibition contained in the AT&T consent decree, United
States V. American Telephone and Telegraph Co., 552 F.
Supp. 131 (D.D.C. 1982), aff'd mem., 460 U.S. 1001 (1983).
Approval on the waiver request is anticipated in early 1994

On May 18, 1993, the company filed for approval to form
the joint venture from the New York State Public Service
Commission. This filing included a petition to transfer the
Rochester, New York operating company's interest in the
Rochester wireless cellular business to its wholly-owned
subsidiary, Rochester Tel Mobile Communications Inc. The
Commission approved the entire transaction and transfer at its
open session on November 10, 1993 and issued an order dated
December 10, 1993.

In addition, the joint venture parties filed applications with
the Federal Communications Commission to transfer various
radio licenses associated with the cellular properties and
anticipate that the approvals will be granted in early 1994
Pending the remaining approvals, Rochester Tel Mobile
Communications, Inc. (RTMC) and NYNEX have signed an
agreement allOWing RTMC to manage the combined
properties.

Vista Telephone Company of Minnesota filed a request to
increase rates in March 1993 with the Minnesota Public
Service Commission. A stipulated settlement was executed by
all parties and was submitted for approval to the Minnesota
Public Service Commission. The Administrative Law Judge
recommended an annual regulated revenue increase of $4.5
million. The company expects Commission approval dunng
the first quarter of 1994.

The Vista Telephone Company of Iowa filed In August

1993 for a permanent rate increase of approximately $4.5
million and a temporary rate increase of $4.1 million. On
November 5, 1993, the Iowa State Utilities Board approved
the temporary rate increase as submitted. This resulted in an
approximate 21 percent across-the-board increase in local
service rates. A final order is expected in the second quarter
of 1994

Incentive Regulation
The incentive regulation agreement which the New York State
Public Service Commission approved in January 1990 for the
Rochester, New York operating company expired at the end
of 1992. The Rochester, New York Operating company
proposed a new incentive regulation agreement in January
1993 to the Commission staff, and reached a settlement, which
was approved by the Commission on January 12, 1994. The
settlement reduces the Rochester, New York operating
company's revenue requirement by $5 million in 1993 and
$9.5 million in 1994. Each of these reductions is subject to
adjustment for depreciation changes. In 1994, fifty percent of
the Rochester, New York operating company's earnings above
the authorized return on equity will be shared with ratepayers.
The authorized return is currently 10.9 percent and is subject
to adjustment based on the results of the Generic Financing
Proceeding. Also, if the Rochester, New York operating
company's service levels in 1994 drop below 1992 levels, the
company will be subject to a penalty of one-half of one
percent of its local service revenues.

Acquisitions and Divestitures
On April 15, 1993, the company acquired a 70 percent
ownership of the Utica-Rome Cellular Partnership using
702,737 shares of original issue common stock. The
transaction was accounted for as a purchase acquisition. In
December 1993, the company increased its cellular ownership
from 50.6 percent to 69.6 percent in the South Alabama
cellular partnership. This later transaction gave the company
the right to manage two cellular properties. Alabama RSA #4
and #6, which serve a territory with a population of
approximately 252,000.

On June 7, 1993, the Telecommunication Services Group
acquired Budget Call Long Distance, Inc. for $7.5 million in
cash. On September 30, 1993, Mid Atlantic Telecom, Inc.
was acquired using 143,587 shares of treasury stock. Both
transactions were accounted for as purchase acquisitions.

Statesboro Telephone Company of Statesboro, Georgia,
with more than 15,000 access lines, was acquired on Augus!
31, 1992 The transaction was accounted for as a pooling oj
interests. During 1991, four telephone companies representinf
more than 160,000 access lines were acquired. (See Note ~

to the Consolidated Financial Statements.)
In September 1993, the company sold its interest in thl

S&A Telephone Company (824 access lines) and its relate<
minority cellular interest in a Topeka, Kansas cellula
partnership. In December 1993, the company announced tha
it had reached a definitive agreement to sell the Mine
Telephone Company in North Dakota. Minot serve
approximately 25,000 access lines and is the company's onl
operation in North Dakota. The sale is subject to regulator



10. Service Pensions and Benefits
The company. through various contributory and
non-contributory defined benefit pension plans, provides
retirement benefits for substantially all employees. Benefits,
in general, are based on years-of-service and average salary.

The projected benefit obligation at December 31, 1993
was determined using an assumed weighted average discount
rate of 7.25 percent and an assumed weighted average rate of
increase in future compensation levels of 5.0 percent. The
weighted average expected long-term rate of return on plan
assets was assumed to be 8.75 percent. The unrecognized net
transition asset as of January 1, 1987 is being amortized over
the estimated remaining service lives of employees, ranging
from 12 to 26 years.

The company's funding policy is to make contributions for
pension benefits based on actuarial computations which reflect
the long-term nature of the pension plan. However, under
Financial Accounting Standards Board Statement No. 87 (FAS

The funded status of the plans is as follows:

III thousands ofdollars

December 31 , 1993 1992 1991
Acwarial present value of
benefit obligations:
Vested benefit obligation $283,567 $243,307 $227,317
Accumulated benefit
obligation $307,016 $257,893 $242.464

Plan assets at fair value.
primarily fixed income
securities and common stock $397,841 $370,711 $351,498

Projected benefit obligation 354,065 316,335 304.730
Funded status 43,776 54,376 46,768
Unrecognized net (gain) loss (28,729) (42,572) (40,247)
Unrecognized net
transition asset (5,442) (4,941) (6.512)

Unrecognized prior
service cost 9,227 7,071 12,554

Pension' asset included in
Consolidated 'Balance Sheet $ 18,832 $ 13.934 $ 12,563

The net periodic pension cost consists of the following:

$ (2,708) $ 3,050

87), "Employers' Accounting for Pensions, " the development
of the projected benefit obligation essentially is computed for
financial reporting purposes and may differ from the actuarial
determination for funding due to varying assumptions and
methods of computation.

During 1993, 1992 and 1991, the company funded $.2
million, $4.8 million and $4.0 million, respectively, for
employees' service pensions and certain death benefits.

The company also sponsors a number of defmed
contribution plans. The most significant plan covers
substantially all management employees, who make
contributions via payroll deduction. The company matches 75
percent of that contribution up to 6 percent of gross
compensation. The total cost recognized for all defined
contribution plans during 1993 was $4.1 million,

On November 30, 1992, a voluntary pension incentive
plan was offered to Rochester, New York operating company
employees who were pension-eligible and retired on or before
December 31, 1992. A 7.5 percent additional pension benefit
will supplement the normal pension benefit for up to five years
or until age 65. whichever is earlier. Accordingly I pension
costs for the fourth quarter of 1992 include a one-time charge
of $.8 million, Payments will be made from pension plan
assets.

11. Postretirement Benefits Other Than Pensions
The company provides health care, life insurance, and certain
other retirement benefits for substantially all employees.
Effective January 1, 1993, the company adopted Financial
Accounting Standards Board Statement No. 106 (FAS 106)
"Employers' Accounting for Postretirement Benefits Other
Than Pensions." FAS 106 requires that employers reflect in
current expenses an accrual for the cost of providing
postretirement benefits to current and future retirees. Prior to
1993, the company recognized these costs as they were paid.
The cost of postretirement benefits was recognized as
determined under the projected unit credit actuarial method.
Plan assets consist principally of life insurance policies.

In adopting FAS 106, the company elected to defer the
recognition of the accrued obligation of $125 million over a
period of twenty years. For 1993, the adoption of this
standard resulted in additional operating expenses in the
amount of $7.8 million, net of a deferred income tax benefit
of $4.1 million. However, a substantial portion of this
increase was offset by a change in accounting for pensions for
rate making purposes at the Rochester company. The change
requires that the company amortize, over a ten year period.
the cumulative amount of pension funding from January 1,
1987 over the amount of pension expense which would have
been recognized through December 31, 1992 under FAS 87,
reducing pension expense throughout the amortization period.
The net impact of adopting FAS 106 and recording the
accounting change for FAS 87 actually resulted in only $3.8
million of additional operating expenses, net of the income tax
benefit. in 1993. .

1,113

1991

2.223

21,702
(63,059)

37,006

$ 5,464

$ 3,336

1992

6,787

(3,737)

23,123
(24,860)

(9,033)

$ 7,033

1993

(1,171)

(1,537)

23,932
(40,484)

7,623

$ 7,758

Net periodic pension cost
recognized

In thousands ofdollars

Year Ended December 31 ,

Net periodic pension cost
determined under FAS 87

Amount expensed due to
regulatory agency actions

Service cost-benefits earned
during the period

Interest cost on projected
benefit obligation

Actual return on plan assets
Net amortization and deferral



f

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM lO-K
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)

OF THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31,1994

Commission file number 1-4166

FRONTIER CORPORATION
(Previously Rochester Telephone Corporation)

(Exact name of registrant as specified In Its charter)

New York
(State or other jurisdiction of
Incorporation or organization)

180 South Clinton Avenue, Rochester, New York
(Address of principal executive offices)

16-0613330
(I.R.S. Employer
Identification No.)

14646-0700
(Zip code)

(716) 777-7100
(Registrant's telephone number, Including area code)

Securities Registered Pursuant to Section 12(b) of the Act:

Title of class

Common Stock, par value $1.00 per share

Name of each exchange on which registered

New York Stock Exchange

Securities Registered Pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (I) has filed all reports required to be filed by Section 13 or 15(d)
of the Securities Exchange Act of 1934 during the preceding 12 months (or such shorter period that the registrant
was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
Yes [~] No [ 1

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant's knowledge, in definitive proxy or information
statements incorporated by reference in Part III of this Form IO-K or any amendment to this Form 10-K ["'j

The aggregate market value of the stock held by non-affiliates of the registrant as of March 7, 1995 is
$1,577,641,731.00. The number of shares outstanding of Frontier Corporation's common stock (Par Value $1.00
per share) as of the close of March 7,1995 is 72,723.675 shares.

DOCUMENTS INCORPORATED BY REFERENCE

(1) Portions of the registrant's 1994 Financial Review including MD&A, Consolidated Financial Statements and
Notes to Financial Statements, as presented in Exhibit No. 13 of this Form 1O-K, are incorporated by
reference in Parts II and IV hereof.

(2) Portions of the Notice of Annual Meeting and Proxy Statement issued by the registrant in connection with its
Annual Meeting of Shareowners to be held April 26, 1995, as presented in Exhibit No. 99 of this Form IO-K,
are incorporated by reference in Parts II, III and IV hereof.



The components of the estimated postretirement benefit
cost are as follows:11. Postretirement Benefits Other

Than Pensions In thousands of dollars December 31, 1994 1993

The Company provides health care, life insurance, and
certain other retirement benefits for substantially all
employees. Effective January 1, 1993, the Company
adopted Financial Accounting Standards Board Statement
No. 106 (FAS 106), "Employers' Accounting for
Postretirement Benefits Other Than Pensions." FAS 106
requires that employers reflect in current expenses an
accrual for the cost of providing postretirement benefits
to current and future retirees. Prior to 1993, the Company
recognized these costs as they were paid. Plan assets
consist principally of life insurance policies and money
market instruments.

In adopting FAS 106, the Company elected to defer
the recognition of the accrued obligation of $125 million
over a period of twenty years. For 1993, the adoption
of this standard resulted in additional operating expenses
in the amount of $7.8 million, net of a deferred income
tax benefit of $4.1 million.

However, a substantial portion of this increase was
offset by a change in accounting for pensions for rate
making purposes at the Rochester, New York operating
company. The change requires that the company amortize,
over a ten year period, the cumulative amount ofpension
funding from January 1, 1987 over the amount of
pension expense which would have been recognized
through December 31, 1992 under FAS 87, reducing
pension expense throughout the amortization period.
The net impact of adopting FAS 106 and recording the
accounting change for FAS 87 actually resulted in $3.8
~illjon of additional operating expenses, net of the
Income tax benefit, in 1993.

The funded status of the plans is as follows:

$ 25,848

In thousands of dollars December 31,

13. Stock Offering
In February 1994, the Company sold 5,4 million shares
of its common stock at $42 per share in a public offering.
As part of the offering, 2.5 million new primary shares
were issued and sold directly by the Company and 2.9
million shares were sold by C FaN Corporation, a
subsidiary of Sprint Corporation. All share and per share
data is prior to the 2,for-1 stock split in April 1994..

6,241
(290)

10,046

$ 2,746

$18,743

6,094
(385)
383

(704)

9,666

$ 1,323

$16,377

Service cost
Interest on accumulated post­

retirement benefit obligation
Amortization of transition

obligation
Return on plan assets
Amortization of prior service cost
Amortization of gains and losses

Net postretirement benefit cost

To estimate these costs, health care costs were
assumed to increase 11.2 percent in 1995 with the rate
of increase declining consistently to 5.75 percent by
2006 and thereafter. The weighted discount rate and
salary increase rate were assumed to be 8.5 percent and
5.5 percent, respectively. The expected long-term rate
of return on plan assets was 9.0 percent. If the health
care cost trend rates were increased by one percentage
point, the accumulated postretirement benefit health
care obligation as of December 31, 1994 would
increase by $14.7 million while the sum of the service
and interest cost components of the net postretirement
benefit health care cost for 1994 would increase by
$1.3 million.

12. Postemployment Benefits
In 1992 the Financial Accounting Standards Board
released Statement No. 112 (FAS 112), "Employers'
Accounting for Postemployment Benefits" which was
required to be implemented by January 1, 1994. FAS
112 requires that the projected future costs of providing
postemployment, but pre-retirement, benefits, such as
disability, pre-pension leave (salary continuation) and
severance pay, be recognized as an expense as employees
render service rather than when the benefits are paid.

The Company adopted the provisions of FAS 112
effective January 1, 1994. The Company recognized
the obligation for postemployment benefits through a
cumulative effect charge to net income of $7.2 million,
net of taxes of $3.9 million. The adoption of FAS 112
IS not expected to significantly impact future operating
expense or the Company's cash flow.

1993

143,040
3,944

139,096
(117,706)

(1,458)
(3,811)

$ 63,749
44,399
34,892

$ 16,121

1994

131,624
5,545

126,079
(109,730)

(6,003)
15,502

$ 79,935
22,812
28,877

Accumulated postretirement benefit
obligation (APBO) attributable to:

Retirees
Fully eligible plan participants
Other active plan participants

Total APBO
Plan assets at fair value

Accrued postretirement
benefit obligation

APBD in excess of plan assets
Unrecognized transition obligation
Unrecognized net prior service cost
Unrecogniz.ed net gain (loss)





10. Postretirement Life and Health Benefits
In addition to providing pension benefits, the company
provides health care and life insurance benefits for retired
employees. Substantially all of the company's employees may
become eligible for those benefits if they reach normal retire­
ment age while working for the company. For the Rochester
company, the life insurance benefit for employees who were
retired or pension-eligible on September 1, 1981 is provided
through a Retired Life Reserve that became fully funded in
1982. With this exception, the health care and life insurance
benefits for both the 4,701 active employees and the 1,714
retired employees at December 31, 1992 are provided
through insurance companies whose premiums are based
on the benefits paid during the year. Through December 31,
1992, the company recognizes the cost of providing those
benefits by expensing the portion of the insurance premiums
it paid during the year, which was $14.0 million for 1992,
$12.0 million for 1991 and $10.8 million for 1990.

In December 1990, the Financial Accounting Standards
Board issued Statement No. 106 (FAS 106), "Employers'
Accounting for Postretirement Benefits Other Than Pensions,"
which was implemented by the company on January 1, 1993.
FAS 106 requires that projected future costs of providing
postretirement benefits, such as health care and life insur­
ance, be recognized as an expense as employees render
service instead of when the benefits are paid. Through
December 31, 1992, the company recognized the cost of
providing postretirement benefits on a pay-as-you-go basis,
expensing the costs of postretirement medical insurance
premiums and other postretirement benefits in the year
paid. The company's accumulated postretirement benefit
obligation is $126.9 million at January 1, 1993. If the delayed
recognition of the transition obligation method of adoption
is selected, the company estimates that its annual postretire­
ment benefit expense, computed in accordance with FAS
106, will be approximately $18.3 million versus pay-as-you­
go expense of $4.1 million. If the immediate recognition
method is adopted, the annual expense will be approxi­
mately $12.3 million. The accounting method adopted will
be influenced by the rate-making treatment as prescribed for
the company's regulated telephone operations by federal and
state regulatory agencies. The new rules will not negatively
impact the company's net cash flow (or its funding strategy)
relating to retiree benefits.

11. Postemployment Benefits
In 1992 the Financial Accounting Standards Board released
Statement No. 112, "Employers' Accounting for Post­
employment Benefits" (FAS 112), which is required to be
implemented by January 1, 1994. FAS 112 requires that
projected future costs of providing postemployment benefits
prior to retirement, such as disability and severance pay, be
recognized as an expense as employees render service rather
than when the benefits are paid.

The company has not yet decided when it will adopt
the new standard or determined the effect that its adoption
will have on its financial position and results of operations.

12. Leases and License Agreements
The company leases buildings, land, office space, fiber
optic network, computer hardware and other equipment,
and has license agreements for rights-of-way for construc­
tion and operation of a fiber optic communications system.
"T"'_","-_' ._-_ ... _, ....... ~ ............ ..-f ......... <1'1 L II rY\;l1;,,"'\n ~n 1 QQ,

Minimum annual rental commitments under non­
cancellable leases and license agreements in effect on
December 31, 1992 were as follows:

-_.._~._"._,.,._-_.- ~._-~-

In thousands of dollars Non-Cancellable Leases License
Years Buildings Equipment Agreements

1993 $ 8,350 $ 6,930 $ 6,541
1994 7,661 6,020 6,370
1995 6,926 5,239 6,364
1996 6,495 3,546 6,550
1997 6,764 907 6,512
1998 and thereafter 30,955 44,324
-------

Total $67,151 $22,642 $76,661

13. Business Segment Information
Revenues and sales, operating income, depreciation,
construction expenditures and identifiable assets by business
segment are set forth in the Business Segment Information
included on page 30 of this report.

14. Commitments and Contingencies
In 1984 the New York State Public Service Commission
(NYSpsq initiated a proceeding to investigate the appro­
priateness of royalty payments from the subsidiaries to
Rochester Telephone Corporation for the alleged benefit
affiliates gain from using the Rochester Tel name. Prefiled
testimony, hearings and briefs were submitted and concluded
in the royalty proceeding during 1985. On August 13, 1985,
the Administrative Law Judge, in his Recommended Decision,
concurred with the royalty concept and indicated that further
investigation was necessary to quantify the payment amounts.
The royalty proceedings were reopened on May 2, 1990.
The company filed a motion for a rehearing of the NYSPSC's
May 2, 1990 order reopening the hearings, but the NYSPSC
declined to reverse its determination that it possessed the
authority to impose a royalty. Nevertheless, the NYSPSC
stated that its May 2 order was not final for purposes of
Judicial review, and it provided additional guidance to the
Administrative Law Judge on the scope of hearings on remand.
In testimony filed on December 7, 1990, the NYSPSC Staff
requested the NYSPSC impose a royalty in the amount of
approximately $11 million per year. The State Consumer
Protection Board advocated a royalty of approximately
$14 million per year. These amounts would be treated as
an offset to the Rochester company's regulated revenue
requirement for ratemaking purposes. On January 15, 1991,
the company filed its direct testimony in which it disputed
both the Justifications for and quantification of the royalty
proposals. The Administrative Law Judge released a Recom­
mended Decision on February 3, 1992. Although the Judge
concluded that a royalty could be justified as a result of the
use of the Rochester Tel name and reputation by Rochester's
unregulated subsidiaries, she concluded that the royalty
proponents failed to quantify the amount of the royalty.
The Judge has recommended that no specific royalty be
imposed at this time. In addition, the Judge concluded
that the Commission should condition future investments
in activities other than Rochester Telephone operations
on the payment to ratepayers of a small percentage of the
amount of such investments. The Judge also concluded





The net periodic pension cost consists of the following:
"

is computed for financial reporting purposes and may differ
from the actuarial determination for funding due to varying
assumptions and methods of computation.

During 1993, 1992 and 1991, the company funded $.2
million, $4.8 million and $4.0 million, respectively, for
employees' service pensions and certain death benefits.

The company also sponsors a number of defined contri­
bution plans. The most significant plan covers substantially
all management employees, who make contributions via
payroll deduction. The company matches 75 percent of that
contribution up to 6 percent of gross compensation. The
total cost recognized for all defined contribution plans during
1993 was $4.1 million.

On November 30, 1992, a voluntary pension incentive
plan was offered to Rochester, New York operating company
employees who were pension-eligible and retired on or before
December 31, 1992. A 7.5 percent additional pension benefit
will supplement the normal pension benefit for up to five
years or until age 65, whichever is earlier. Accordingly,
pension costs for the fourth quarter of 1992 include a one­
time charge of $.8 million. Payments will be made from
pension plan assets.

11. Postretirement Benefits Other Than Pensions
The company provides health care, life insurance, and certain
other retirement benefits for substantially all employees.
Effective January 1, 1993, the company adopted Financial
Accounting Standards Board Statement No. 106 (FAS 106)
"Employers' Accounting for Postretirement Benefits Other
Than Pensions." FAS 106 requires that employers reflect in
current expenses an accrual for the cost of providing postre­
tirement benefits to current and future retirees. Prior to
1993, the company recognized these costs as they were paid.
The cost of postretirement benefits was recognized as deter­
mined under the projected unit credit actuarial method. Plan
assets consist principally of life insurance policies.

In adopting FAS 106, the company elected to defer the
recognition of the accrued obligation of $125 million over
a period of twenty years. For 1993, the adoption of this
standard resulted in additional operating expenses in the
amount of $7.8 million, net of a deferred income tax benefit
of $4.1 million. However, a substantial portion of this
Illcrease was offset by a change in accounting for pensions
for rate making purposes at the Rochester company. The
change requires that the company amortize, over a ten year
period, the cumulative amount of pension funding from
January 1, 1987 over the amount of pension expense which
would have been recognized through December 31, 1992
under FAS 87, reducing pension expense throughout the
amortization period. The net impact of adopting FAS 106 and
recording the accounting change for FAS 87 actually resulted
III only $3.8 million of additional operating expenses, net of
the income tax benefit, in 1993.

1991

1991

1,113

21,702
(63,059i
37,006

1992

1992

(3,737)

23,123
(24,860)

(9,033)

7,071 12,554

$257,893 $242,464

$243,307 $227,317

$ 13,934 $ 12,563

$ 7,033 $ 5,464

1883

1893

$":j~'58

;t~83.567

10. Service Pensions and Benefits
The company, through various contributory and non-contrib­
utory defined benefit pension plans, provides retirement
benefits for substantially all employees. Benefits, in general,
are based on years-of-service and average salary.

The funded status of the plans' is as follows:
--------_.----_.. _.

In thousands of dollars
December 31,

Plan assets at fair value,
primarily fixed income
securities and common stock

Projected benefit ~bligation

Funded status
Unrecognized net (gain) loss
Unrecognized net

transition asset
Unrecognized prior

service cost

Accumulated benefit
obligation

Actuarial present value of
benefit obligations:
Vested benefit obligation

Pension asset included in
Consolidated Balance Sheet

In tliOusands ofdollars
Year Ended December 31,

Service cost-benefits earned
during the period

Interest cost on projected
benefit obligation 23;832

Actual return on plan assets (40.484)
_N_et_a_m_o_rtlZa_·_ti_on_a_n_d_d_e_fe_r_ra_l. '....:-.623
Net periodic pension cost

detennined under FAS 87
Amount expensed due to

regulatory agency actions 6,787 2,223
-~_--!-~--.!.--..:...------".:.~;.;.:=.:..:---- ---------
Net periodic pension cost "i~~:::'

recognized '$ .(2,708) $ 3,050 $ 3,336

The projected benefit obligation at December 31, 1993 was
determined using an assumed weighted average discount
rate of 7.25 percent and an assumed weighted average rate
of increase in future compensation levels of 5.0 percent.
The weighted average expected long-term rate of return on
plan assets was assumed to be 8.75 percent. The unrecog­
nized net transition asset as of January 1, 1987 is being
amortized over the estimated remaining service lives of
employees, ranging from 12 to 26 years.

The company's funding policy is to make contributions for
pension benefits based on actuarial computations which
reflect the long-term nature of the pension plan. However,
under Financial Accounting Standards Board Statement No
87 (FAS 87), "Employers' Accounting for Pensions," the
development of the projected benefit obligation essentialk
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frontier

Notice of Annual Meeting of Shareowners
To be Held on April 26, 1995

Dear Shareowners:
The first Annual Meeting of Shareowners of Frontier Corporation
(the "Company") will be held at the National Press Club, 14th
and F Streets, N.W:,Wasbington, D.C. 20045, at 10:00. a.m. on
Apri126, 1995, for the following purposes:

• To elect nine Directors;
• To consider and act upon a proposal to elect Price Waterhouse

LLP as the Company's independent auditors for the fiscal year
ending December 31, 1995;

• To consider and act upon two proposals regarding employee
and director compensation plans; and

• To transact such other business, if any, as may properly come
before the meeting or any ad;ournments thereof.

The Board of Directors, on December 19, 1994, amended Article
II, Section 2, of the By-Laws to reduce the number of Directors
constituting the entire Board from twelve to nine, effective
January 1, 1995.

The Board of Directors has fixed the dose of business on
March 7, 1995, as the record date for the determination of
shareowners entitled to notice of and to vote at the meeting.

Your vote is very important. Please sign and date the
enclosed proxy card and return it promptly in the enclosed
return envelope, whether or not you expect to attend the
meeting. You may revoke your proxy and Yote in person if
you decide to attend the meeting.

If you are planning to attend the annual meeting, please
check the box on the back of the proxy carel.

By Action of the Board of Directors,

~k.$~
~os:Phine S. Trubek

Corporate Secretary
Rochester, New York
March 13, 1995
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of Income. Previously, the revenues and expenses of
the Company's wireless operations in New York had
been consolidated. (See Note 3 to the Consolidated
Financial Statements.)

In May 1994, we sold our only telephone operating
company in North Dakota, Minot Telephone, for cash.
Minot served approximately 27,000 access lines. The
transaction resulted in a pre-tax gain of $11.3 million.

In December 1993, the Company increased its cellular
ownership from 50.6 percent to 69.6 percent in the South
Alabama cellular partnership. This transaction gave the
Company the right to manage the two cellular properties,
Alabama RSA #4 and #6, which serve a territory with
a population of approximately 252,000. As a result of
this increased ownership, we began reporting the South
Alabama cellular interests on a consolidated basis of
accounting in 1994, whereas previously this partnership
had been accounted for on the equity method.

In September 1993, Frontier Communications of
the Mid Atlantic, Inc. (formerly Mid Atlantic Telecom,
Inc.) was acquired using 143,587 shares of treasury
stock (before the 1994 stock split). In June 1993, we
acquired Budget Call Long Distance, Inc. for $7.5
million in cash. Both transactions were accounted for
as purchase acquisitions.

Also in September 1993, the Company sold its interest
in the S&A Telephone Company in Kansas (approximately
800 access lines) and its related minority cellular interest.
tv- !J.ddition, the Company sold a substantial portion of
itS investment in a Canadian long distance company in
November 1993. These sales resulted in pre-tax gains
totaling $4.4 million.

In April 1993, we acquired a 70 percent ownership
interest in the Utica-Rome Cellular Partnership by issuing
702,737 shares of the Company's common stock (before
the 1994 stock split). We recorded this transaction
using the purchase method of accounting.

In August 1992, we acquired Frontier Communi­
cations of Georgia (formerly Statesboro Telephone
Company), a company with more than 15,000 access
lines. A total of 1.5 million shares of common stock
were issued in the transaction (before the 1994 stock
split), which was accounted for as a pooling of interests.

2. Accounting for Postemployment Benefits
The Company changed its method of accounting for
certain employee benefits in 1994. This change was
necessitated by the Financial Accounting Standards
Board, the authoritative body for accounting rules.
This new rule, referred to as Financial Accounting
Standards Board Statement No. 112 (FAS 112),
"Employers' Accounting for Postemployment Benefits,"
addresses the manner in which companies must record
expenses for postemployment benefits, including
payments for disability, pre-pension leave (salary
continuation) and severance pay. FAS 112 requires

that projected future costs of providing postemployment
benefits be recognized as an expense as employees
render service rather than when the benefits are paid.
This accounting change is very similar to the change
made in 1993 for postretirement benefits, which was
addressed by FAS 106, "Employers' Accounting for
Postretirement Benefits Other than Pensions." Adoption
of FAS 112 required the Company to calculate, and
record in 1994, the cumulative effect of the change in
accounting methodology for all years prior to 1994.
The cumulative effect of the change in accounting
methodology for FAS 112 amounted to an after-tax
charge of $7.2 million, net of taxes of $3.9 million.
As required by the pronouncement; the Company
reported this one-time charge as a special line item on
the Consolidated Statement of Income in 1994. This
accounting change does not have a material impact
on the Company's cash flows or its earnings from
continuing operations.

3. Tax Rate Change
The 1993 income tax provision includes the retroactive
impact of the federal income tax rate increase from
34 percent to 35 percent. The overall impact of the tax

rate change was approximately $2 million and includes
approximately $400,000 attributable to years prior
to 1993. (See Note 9 to the Consolidated Financial
Statements.)

4. Software Write-Off
In 1993, the Company recorded a $3.3 million pre-tax
charge to write-off certain deferred costs associated
with a project to redesign customer account records,
order flow and customer billing systems. (See Note 5
to the Consolidated Financial Statements.)

5. First Mortgage Bond Refinancing
In 1992, the Company recorded an extraordinary, after­
tax charge of $1.1 million relating to costs incurred for
the early extinguishment of its Series H, 9Yz% first
mortgage bonds. The bonds were retired using internally
generated cash and the private placement of $35 million
of debt at a telephone subsidiary. (See Note 5 to the
Consolidated Financial Statements.)

.._--~------------------

Telecommunication Services
The Telecommunication Services segment is comprised
of the Company's long distance business, wireless oper­
ations (where the Company has sufficient ownership
to report on a consolidated basis), and equipment
sales. This segment is the fastest growing part of the
Company, as evidenced by its increasing contribution
to our overall financial results. In 1994, revenues from
Telecommunication Services comprised 38 percent of
total revenue, up from 29 percent only two years ago.
Similarly, operating income from this business segment·,
accounted for 18 percent of the Company's total, as
('ompared with 13 percent in 1992.


